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Administrative Income Tax Rulings 
and Their Limitations 


By KossuUTH KENT KENNAN 


HE precise limits to which an adminis- 
trative official of the Federal Govern- 
ment can go in the interpretation and 
application of taxing laws have never been 
very Clearly defined. The 
authority to make need- 
ful rules and regulations 


is that the legislature makes, the executive executes, and 
the judiciary construes the laws; but the maker of the law 
may commit something to the discretion of the other de- 
partments, and the precise boundary of this power is a 
subject of delicate and difficult inquiry into which a court 

will not enter unnecessarily.’ 


More recently the high- 
est court of the land has 


for the administration of 
the Federal income tax 
covers a broad field, and 
carries with it the respon- 
sibility of determining 
just how far that author- 
ity can be exercised with- 
out encroaching upon the 
province of the judiciary 
on the one hand or Con- 
gress on the other. That 
there is a sort of “twi- 
light zone” which sur- 
rounds the exercise of ad- 
ministrative power has 
been repeatedly recog- 
nized by the courts. 


§ OME interesting observations on 

the operation of the admunistra- 
tive phases of the income tax laws 
are presented. Mr. Kennan, who ts 
the author of “Income Taxation 
Methods and Results in Various 
Countries,” has had practical expert- 


He or- 


ence in tax administration. 
ganized and was a member of the 
first tax commission in Wisconsin, 
and was supervisor of the income tax 
of that State during the first two 
years of its operation. 





repeated his words and 
added: 

“Tt must be admitted that it 
is difficult to define the line 
which separates legislative 
power to make laws from ad- 
ministrative authority to make 
regulations.’’? 

Our present Federal 
income tax law provides: 

“That the Commissioner, 
with the approval of the Sec- 
retary, is hereby authorized to 
make all needful rules and 
regulations for the enforcement 
of the provisions of this Act.” 

This provision made 
its first appearance in 


Nearly a century ago Chief Justice John 
Marshall called attention to the fact that: 


“The line has not been exactly drawn which separates 
those important subjects which must be entirely regulated 
by the legislature itself, from those of less interest, in 
which a general provision may be made and power given 
to those who are to act under such general provisions to 
fill up the details.” 

In the same connection he further observes: 

“The difference between the departments undoubtedly 


substantially the same 
form as Section 1305 of the Law of October 
3, 1917. 

It should be noted that the rules and regula- 
tions must not only be “needful” but must be 
needful for the enforcement of the Act. This 
involves the somewhat violent assumption that 
the administrative official knows just what the 





1. Wayman v. Southard, 10 Wheaton 1, 42. 
2. United States v. Grimaud, 220 U. S. 506. 
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Act means. While it is, theoretically, the 
province of the courts to construe the law, as 
a practical matter the departmental officials 
have to make the first guess as to its meaning, 
and those of us who have struggled with each 
new law as it appeared can realize the diffi- 
culties which they encountered. If they were 
sometimes mistaken, their experience was not 
essentially different from that of many emi- 
nent lawyers who have attempted to tell their 
clients what the law meant. 


Some Clear Limitations 


There are, however, a few limitations upon 
administrative rules and regulations which 
have been so often and so clearly pointed out 
by the courts that there is little excuse for ig- 
noring them. For example, in a case where 
the Secretary of the Interior promulgated a 
regulation known as “Rule 7,” in which he 
sought to define the word “domestic,” the Su- 
preme Court of the United States spoke rather 
sharply as follows: 


“If rule 7 is valid, the Secretary of the Interior has 
power to abridge or enlarge the statute at will. If he 
can define one term, he can another. If he can abridge, 
he can enlarge. Such power is not regulation; it is legis- 
lation. ‘The power of legislation was certainly not in- 
tended to be conferred upon the Secretary.’® 


Even in a case where a custom law provided 
that certain animals could be imported for 
breeding purposes, “upon proof thereof satis- 
factory to the Secretary and under such regu- 
lations as he may prescribe,” the court, speak- 
ing through Chief Justice Waite, said: 


“The Secretary of the Treasury cannot, by his regula- 
tions, alter or amend a revenue law. All he can do is to 
regulate the mode of proceeding to carry into effect what 
Congress has enacted. In the present case we are entirely 
satisfied that the regulation acted upon by the Collector 
was in excess of the power of the Secretary. ‘The statute 
clearly includes animals of “superior stock.” This is 
manifestly an attempt to put into the body of the statute 
a limitation which Congress did not think it necessary to 
prescribe.’’* 


In referring to Par. 50, Reg. 33, it was said: 


“The regulation of the Treasury Department cannot 
be applied to such a state of facts. If so intended, it 
must give way, as the Department has no power to abro- 
gate a substantive rule of law.”® 


Treasury rulings can be given no force to 
modify or add to the clearly expressed lan- 


3. »  aaae States v. United States Verde Copper Co., 196 U.S. 


7. 
aMorrill v. Jones, 106 S. 466. 
5 Bryan v. W ardell, Collector, 263 Fed. 248. 
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guage of Congress.° Under a decision rend- 
ered in 1873; it was held that the construction 
given to an Internal Revenue Act by the Com- 
missioner of Internal Revenue, even though 
published in an internal revenue record, was 
not a construction of such weight or dignity 
that a re-enactment of the statute subsequent to 
such construction is to be regarded as a legis- 
lative adoption of that construction.’ But a 
different rule seems to have been laid down in 
the later decisions.* 


Indeed, it is somewhat curious to note the 
variable attitude of different courts toward 
departmental regulations. On the one hand 
it has been said that almost no weight will be 
given to departmental constructions which are 
recent or lack uniformity,’ and even that they 
may be entirely ignored where there is no am- 
biguity in the statute.*° 


On the other hand, there are courts which 
have shown a disposition to give very great 
and almost controlling weight to departmental 
constructions which have been in force for a 
considerable period.** But in all such cases 
it must be understood that the construction is 
such as commends itself to the court, and, as 
one judge expresses it, “is obviously fair to 
both parties.”*” 


It may not be amiss at this point to call at- 
tention to a few specific instances in which de- 
partmental rulings have invaded the legis- 
lative or judicial domain. 


It will be remembered that Section 302 of 
the 1918 Law provided that the excess profits 
tax “shall in no case be more than 30 per 
centum of the amount of the net income in 
excess of $3,000, and not in excess of $20,000,” 
etc. Article 732 of Regulations 45, imposed 
the additional limitation that “when a return 
is rendered for a fractional part of a year the 
limitation shall be computed by taking that 
proportion of $3,000 and of $20,000, respec- 
tively, which the period covered by the return 
bears to a full year.” 


In the case of a corporation which was in 
existence for only seven months of the tax- 
able year, the Commissioner held that the 


~ > a Laski & Throop C. W. Tire Co. v. Iredell, Collector, 268 
e¢ 

r. Dollar Savings Bank v. United a, 87 U. S. 227. 

Swigart v. Baker, 229 U. - i. % States v. Falk, 204 

UB. S. 392; Komada v. United States, "315 U 8S. 3 

9. Merritt v. United States, 137 U. S. 551; ‘United States v. 
Healey, 160 U. S. 145. 

10. Houghton v. Payne, 194 U. S. 88. 

11. Mathews v. Shores, 24 Ill. 27; Comstock v. Cover, 35 IIl. 470. 
In re Huttman, 70 Fed. Rep. 6 

12. Peabody v. Stark, 83 XS. Ss. “240. 
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$3,000 and $20,000 must be prorated in ac- 
cordance with Article 732. This ruling re- 
sulted in an additional tax of over $2,000. An 
appeal was taken upon the sole ground that 
Article 732 was an improper exercise of ad- 
ministrative power, and it was not long be- 
fore the objectionable ruling was ostensibly 
— but practically revoked by T. D. 
3245. 


In July, 1914, under the 1913 Law, which 
permitted the deduction of losses— 
“actually sustained during the year incurred in trade, or 


arising from fires, storms or shipwreck*and not com- 
pensated for by insurance or otherwise,” 


Treasury Decision 2005 provided that a loss, 
to be deductible, “must be incurred in trade 
and be determined and ascertained upon an 
actual, a completed, a closed transaction.” 


Without professing to know exactly what 
is meant by a “closed transaction,” the writer 
has always felt that this treasury decision 
marked an attempt to read into the law some- 
thing which could not be found there. 


A perfectly loyal and patriotic American 
citizen had property which was seized and 
converted by the Alien Property Custodian in 
1918 upon the ground that it really belonged 
to an alien enemy. The value of the property 
exceeded $200,000, and a claim for a loss of 
that amount was duly made in the return for 
1918. This was denied on the ground that the 
seizure of the property did not result in a loss, 
inasmuch as it might some time be returned— 
in other words, that it was not a “closed trans- 
action.” ‘That the seizure resulted in a com- 
plete and total loss of the property, so far as 
the year 1918 was concerned, could not be 
denied. Since then the claimant of the loss 
has died, the property has not been returned, 
and the matter is still before the Department. 
If the “closed transaction” idea is to be car- 
ried out strictly it would seem that no loss can 
be allowed in which the remotest possibility 
of recoupment exists. The words “sustained 
during the year’ contain an implication that, 
if, so far as that year was concerned, there was 
a loss, the same may be deducted, nor is there 
any intimation that the administrative officials 
should speculate on the possibilities of recoup- 
ment. 


In a somewhat similar case, subordinate offi- 
cials refused to allow a loss of Russian rubles 
seized by the Soviet Republic on the ground 
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that a stable government might eventually be 
formed and which would take measures to 
compensate him. This rather fanciful objec- 
tion did not meet with favor at the hands of 
the Committee on Appeals and Review, who 
allowed the loss in full. 


A Rule Often Unobserved 


A case somewhat analogous to the first 
above given has arisen in reference to the pro- 
rating of the invested capital in brackets | and 
2 of Schedule IV of the 1917 excess profits re- 
turn. It is claimed by examining officers that 
the invested capital should be prorated in 
Schedule IV in all cases where the company 
had not been in existence for the full year. 
Perhaps, as a matter of justice and in analogy 
to other cases, it should, but the law does not 
say so. Article 20 of Regulations 41 (Feb- 
ruary 4, 1918) expressly provided for the pro- 
rating of the invested capital in Schedule J/I, 
but even then this regulation goes a step be- 
yond the law. As the Supreme Court held 
at a very early day: 

“Tt is a general rule in the interpretation of 
all statutes levying taxes or duties upon subjects or citi- 
zens, not to extend their provisions by implication beyond 
the clear import of the language used, or to enlarge their 
operation so as to embrace matters not specifically pointed 
out, although standing upon a close analogy. In every 
case, therefore, of doubt, such statutes are construed most 
strongly against the Government and in favor of the sub- 
jects or citizens, because burdens are not to be imposed, 


nor presume to be imposed, beyond what the statutes ex- 
pressly and clearly import.”?* 


It is to be feared that this salutory rule, so 
clearly announced by our Supreme Court and 
which has been affirmed in many subsequent 
cases, is sometimes lost sight of by administra- 
tive officials. 


The above cases, which have arisen in the 
practice of the writer, can no doubt be supple- 
mented by many others, but they will perhaps 
suffice to show that departmental rulings and 
regulations need to be scrutinized carefully to 
see that they do not attempt to alter, amend, 
add to or take from the plain provisions of the 
statutes. 


It is possible that some utterances of the 
courts are to blame for the undue weight some- 
times attached to departmental rulings. A 
case upon which administrative officials are 
apt to rely is that of In re Huttman, 70 Fed. 
Rep. 699, where it is stated: 


13. United States v. Wiggleworth, 2 Story 369. 
(Continued on page 24) 





Their Application To 
Taxable Income 


By JoHN M. STERNHAGEN* 


HE revenue law provides for an allow- 
ance for wear and tear, exhaustion, and 
obsolescence and this is perhaps the most 
fruitful source of dispute between taxpayers 
and the Government. It is a rare case before 
the Bureau of Internal Revenue, which at 
some time has not in- 
volved the so-called de- 
preciation deduction. 


The first thing to get clear is that the de- 
duction which the law recognizes is not for 
“depreciation” at all, but is for exhaustion, 
wear and tear, and obsolescence. Deprecia- 
tion, strictly speaking, means a lessening of 
value or price; just as appreciation means the 
increase. But, except in 
the inventory provision, 


This single item of de- 
duction, although it has 
not often been litigated 
in the courts, gives rise to 
various questions of law, 
of fact and of administra- 
tion. During the period 
of the excess and war 
profits taxes, there have 
been serious difficulties in 
the adjustment between 
the depreciation deduc- 
tion for the taxable year, 
on the one hand, and the 
proper depreciation of 
earlier years for the pur- 


t jeuoes is the second of a sertes of 
articles to be concluded in the 
March number, which is designed 
to be a review of laws and regula- 
tions covering the various factors 
necessary in the computation of in- 
Volumes have been written 
about depreciation and obsolescence. 
The author has necessarily limited 
himself to the broad, general prin- 
ciples as they affect the subjects in 
hand for tax purposes. These arti- 
cles, 1t 1s hoped, will be of interest 
and benefit to taxpayers whether sub- 
ject to large or small tax liabilities. 


come. 


the tax law does not rec- 
ognize mere unrealized 
fluctuation in value in de- 
termining income. So, 
although in tax matters 
the word depreciation is 
constantly used, it does 
not have its dictionary 
meaning, but is merely a 
convenient term to desig- 
nate the statutory exhaus- 
tion, wear and tear, and 
obsolescence. To bear in 
mind this tax significance 
of the term will avoid 
some confusion in apply- 
ing the deduction. 





pose of determining the 
earned surplus of invest- 
ed capital, on the other. 
Happily, the taxpayer is free from this prob- 
lem as to future returns, although the spectre 
still stands before us until the audits for 1921 
have been completed. 

Perhaps the reason for the difficulty lies 
largely in the comparatively recent recognition 
of the economic policy of depreciation and also 
in its inherent nature as a question of fact, de- 
terminable only in the light of the circum- 
stances of each case. Such a question, arising 
from a more or less arbitrary theory, which 
must be applied specifically in each case, is 
necessarily difficult to administer. The general 
rules are few and among a large corps of per- 
sons of varying ability it is not surprising that 
disputes should arise. 
 *Of the Chicago Bar. 





A stock, for example, 
may drop in the market, 
or depreciate in the broad 
sense, but no deduction may be taken by one 
other than a stock dealer, because there has 
been no wear and tear, exhaustion or obsoles- 
cence. The stock may have just as much re- 
maining life as it ever had. So it is with the 
reduction in value of ordinary land, by reason 
perhaps of a change in neighborhood. 

Leaving aside the question of March 1, 
1913, value for the moment, the purpose of 
the depreciation allowance is to recognize the 
fact that physical property is ordinarily lim- 
ited in its useful life, and that capital invested 
in such property, its original cost, will at the 
end of its life have disappeared. Instead, 
however, of requiring the owner to wait until 
the time of complete disappearance, mean- 


| 
Depreciation and Obsolescence— | 
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while ignoring the “inevitable hour,” the tax 
law permits him to anticipate the exhaustion 
of his property by accounting for it as if it 
were gradually expiring and to deduct from 
his annual earnings a proportionate part of its 
original cost to offset such assumed exhaustion. 
Thus, he is enabled to maintain his capital un- 
impaired and at the end of the property’s life 
he can replace it with the amount saved out of 
prior annual earnings. 


The amount deducted each year may be 
actually saved and put aside as a reserve or it 
may merely be written off. For tax purposes 
he is entitled to the deduction in either case. 
And, furthermore, if he does set aside a re- 
serve, he may employ the amount of the re- 
serve for any purpose he may choose. He is 
not required to maintain it as a liquid fund 
dedicated solely to replacement of his depre- 
ciable property. For tax purposes, his elec- 
tion to deduct depreciation is complete when 
he makes the charge. What he then does with 
the amount has no effect upon the deduction. 
He may reinvest it in permanent assets or use 
it in current operations. 


The principle of the deduction can best be 
shown by an illustration. A machine is pur- 
chased for $10,000, which, according to ordi- 
nary experience, will have a useful life of ten 
years. That is, ordinary wear and tear will 
exhaust it in that time, notwithstanding re- 
pairs and ordinary maintenance. At the end 
of ten years his ten thousand dollars of invest- 
ment will be gone. He therefore provides at 
once against its disappearance instead of ig- 
noring the fact until the end of the period and 
then charging it all off at one time. Unless 
he makes some provision in anticipation of the 
loss of the machine, he may, at the end of its 
life, find that he has not only been spending 
his earnings but also exhausting his capital. 


Therefore, he begins in the first year to 
charge against his earnings a proportionate 
amount of the original cost of the machine to 
preserve his capital investment. If, for ex- 
ample, he treats the expiration of the machine 
as taking place uniformly year by year in an 
equal amount, he charges one-tenth, or one 
thousand dollars, each year against earnings as 
a depreciation charge. Thus, at the end of the 
ten-year period, he has accounted for the loss 
of the machine and kept his capital unim- 
paired. The amount of the annual charge 
may have been set aside in a reserve with 
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which to replace this machine, or it may have 
been invested in something else meanwhile. 
If it was spent currently and not reinvested 
so that nothing remains at the end of the ten 
years, it was done deliberately and consciously 
as an expenditure of capital. 


It will be noticed that this has nothing to 
do with the value of the machine at any one 
time. Its purpose is to maintain the owner’s 
original capital investment unimpaired. 
There may be frequent fluctuations in the 
market value of the machine. It may, for 
various reasons, double in value, or shrink in 
value to a small part of its cost. But such 
fluctuations have nothing to do with the life of 
the capital investment and for this purpose 
must be ignored. The only factors are the 
original cost and the estimated life. 


Working Rule Necessary 


The estimate of the life of the property is 
the factor about which uncertainty is likely 
to arise, because it is a matter of judgment and 
often it is affected by self-interest. The tax- 
payer frequently seeks to enlarge his deduc- 
tion for depreciation by underestimating the 
life of the property. His attitude too often 
is that he alone is qualified to know the prob- 
able life of the property because he alone is 
familiar with the conditions and circum- 
stances in which it is used. While this is 
undeniably true, it is, nevertheless, necessary 
for the Government to adopt a working rule. 


Manufacturers, engineers and accountants 
for some time past have been guided by sched- 
ules of average rates of depreciation for vari- 
ous classes of property, ranging from 2 per 
cent on modern buildings to 50 per cent on 
certain small tools. They are based on aver- 
age experience. It is quite reasonable for the 
Government to follow the same idea and to 
judge a taxpayer’s deduction in the first in- 
stance by the extent to which it conforms to 
or differs from the normal average schedule. 
If the taxpayer, having at his command all 
the evidence, can show that the schedule rate 
does not truly reflect his actual depreciation 
he is given an opportunity to show the excep- 
tional circumstances. For example, if the 
ordinary rate for a machine is 10 per cent and 
a taxpayer subjects the machine to double- 
time service in an extraordinarily harsh cli- 
mate, the rate should be higher. He, how- 
ever, must prove the facts. It has truly been 
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said that depreciation is a question of fact in 
each case, and the taxpayer should always be 
prépared to establish the fact. 


Depreciation is usually regarded as apply- 
ing to physical assets which are subject to wear 
and tear. The statute, however, uses the word 
“property,” which is a much broader term, 
including also property rights. These, 
although not subject to wear and tear, are fre- 
quently subject to exhaustion. They have an 
expiring life. Patents have a legal life of sev- 
enteen years. Each year, by the mere passing 
of time, sees the exhaustion of one-seventeenth 
of the patent’s life. This may be recognized 
by providing for an allowance of one-seven- 
teenth of the cost of the patent. If the tax- 
payer purchases a patent seven years after its 
issuance, he may depreciate it at 10 per cent 
of its cost to him, in order that he may main- 
tain his capital unimpaired. There are other 
rights, such as contracts, which have a definite 
cost and are susceptible of an estimate of their 
life which may be depreciated. On the other 
hand, a right which is of indefinite duration 
is not depreciable because there is no sound 
basis for estimating its exhaustion. This is 
also true of ordinary land. Since it will prob- 
ably endure indefinitely no provision needs to 
be made for wear and tear or exhaustion. 


No Special Method Required 


There are various methods of computing 
the annual allowance for depreciation. The 
method above described based entirely upon 
time is called the straight-line method and is 
most commonly used. It implies that the life 
of the property disappears gradually and 
evenly—to the same extent each year. Many 
industrial concerns and engineers prefer other 
methods. It is believed, for example, that a 
machine usually maintains its complete orig- 
inal condition. for the greater part of its life 
and that only as it nears its end of usefulness 
does it manifest wear and tear and exhaustion; 
and then rapidly. This would be reflected in 
a very slight allowance during the early years 
of existence and a very large allowance in the 
latter years. Other methods are sometimes 
urged. Many manufacturers measure the ex- 
haustion of their plant property by the extent 
of its production. The machine is estimated 
to produce a certain number of units during 
its life and hence each unit of production car- 
ries a proportion of depreciation. The num- 
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ber of units produced within the depreciation 
period determines the depreciation charge. 


All these, however, are methods to accom- 
plish the same ultimate result of providing for 
the replacement of the property or the main- 
tenance of the original capital investment. 
Their recognition by the Government depends 
on how successfully they can be demonstrated 
as truly reflecting the facts. The taxpayer 
may adopt any method which meets his situa- 
tion, if he can prove that it is sound. In se- 
lecting the method he must use it consistently. 
He will be permitted to change it only with 
the approval of the Commissioner. In this 
way the Government protects itself against 
frequent and confusing changes and adjust- 
ments which make it difficult to determine 
from year to year the good faith and correct- 
ness of the taxpayer’s return. 


The law now provides that the deduction 
shall include a reasonable allowance for obso- 
lescence. This is to be deducted, not sepa- 
rately, but as part of the depreciation deduc- 
tion. This is an additional allowance to take 
care of situations where the property, although 
still having a further physical life, will in all 
probability be obsolete before its physical life 
is exhausted. For example, a pattern for a 
casting may have a physical life of five or ten 
years before it would be exhausted by ordi- 
nary use and wear and tear. But past expe- 
rience clearly indicates that within three 
years the design will be obsolete. A new and 
improved pattern will probably take its place, 
and the present pattern will be useless. The 
taxpayer is therefore permitted to compute 
his deduction so as to include an allowance for 
this obsolescence. Again, the allowance must 
be reasonable and the taxpayer must be pre- 
pared to prove its reasonableness under all the 
circumstances. The allowance must conform 
to the facts. 


The Bureau requires that no depreciation 
may be deducted unless the taxpayer has actu- 
ally charged the amount on his books. He 
must treat depreciation consistently in his ac- 
counts and on his return. However, the mere 
fact that such an account has been made does 
not alone justify the deduction. It must be 
reasonable under all the circumstances. 


The fact that property is being exhausted 
should not be ignored. Often taxpayers ad- 
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ing off little or no depreciation in a poor year 
and exorbitant depreciation in a good year. 
Regardless of whether this is good business 
policy, it is poor tax policy. The Government 
suggests a consistent charge from year to year, 
and it is easier to justify such a charge than to 
prepare and present the evidence which may 
or may not support an inconsistent charge. 
Furthermore, an insufficient charge this year 
will not justify an extravagant charge next 
year. As has been said, it is not a question 
of bookkeeping but a question of fact. De- 
preciation ordinarily takes place regardless of 
profits. The machine has had wear and tear 
even if its product has been sold at a loss. The 
patent is one year older at the end of the year 
whether the owner has prospered or failed. 
Therefore the taxpayer should deduct his de- 
preciation each year or run the risk of losing 
it entirely. 


If he makes a bona fide charge each year, 
based upon a reasonable estimate, he may then 
take a loss if when the property expires his 
depreciation proves to have been insufficient. 
If, for example, he deducts 8 per cent on a 
given property each year, estimating its life at 
twelve and one-half years, and the property 
is unexpectedly exhausted in ten years or sold 
for less than its book value, he may deduct the 
loss. He may also modify his rate for the 
future if the change in circumstances justifies 
a change in the estimate of the life of the 


property. 


The allowance for depreciation is confined to business 
property. No deduction may be taken for depreciation of 
a dwelling house, a pleasure automobile or any other 
property not used in or for the purpose of the taxpayer's 
trade or business. If he rents his house for part of the 
year, or rents part of the house, or uses it partly for 
business, he may deduct a proportionate part of its depre- 
ciation. 


The preceding discussion has treated original cost as 
the basis for depreciation. ‘This is true in respect of 
property which has been acquired by the taxpayer since 
March 1, 1913. Under the 1918 Act and after the deci- 
sion in the capital assets cases, there was some question 
whether depreciation should be based on March 1, 1913, 
value or on original cost if acquired prior to that date. 
The 1921 Act set the question at rest by providing ex- 
pressly that the basis in such case should be the market 
value on March 1, 1913. Whenever depreciable prop- 
erty was acquired by the taxpayer prior to that date, it 
has been necessary for him to establish by competent and 
satisfactory evidence what the value on that date was and 
this has given rise to a class of problems which are among 
the most difficult of solution. The question is purely 
one of fact and the burden of proof has been placed upon 
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the taxpayer. The Bureau remains passive and if the 
taxpayer seeks a 1913 basis other than cost he must 
persuade the Bureau by evidence that he is entitled to it. 


Although it is now more than ten years since this 
effective date of the first income tax, the capital value 
of property on March 1, 1913, has in many cases not yet 
been satisfactorily established and the proper basis for 
depreciation allowances for all subsequent years is still 
undetermined. After a great deal of uncertainty the 
Bureau now recognizes retrospective appraisals as en- 
titled to respect in establishing the 1913 value of physical 
property. Such appraisals must be by reputable persons 
or companies and must conform to formulae which have 
been officially approved and published. It is obvious that 
a mere opinion will not be accepted as proof. When the 
property in question is other than ordinary tangible prop- 
erty, the proof of value is a more uncertain matter of evi- 
dence and requires care and discrimination in its prepara- 
tion and its presentation. ‘There is no general rule for 
establishing such value. A patent which was developed 
in the taxpayer’s shop in 1910 at a cost of a few hundred 
dollars, may, in 1913, have been worth many thousand 
dollars in the estimation of its owner. It is only by prov- 
ing this value that it may be used as the basis for depre- 
ciation. A failure of proof leaves no alternative but 
original cost. The value of such a single patent might 
be proven by the clear saving in operating cost which it 
has made possible. A group of several or many patents 
might be valued according to their earning power by 
capitalizing so much of the earnings as can reasonably be 
attributed to them. ‘The proof is the important thing. 
It can not be expected that the Government will either 
guess at the value or work it out satisfactorily to the tax- 
payer, unless the taxpayer has done his part by presenting 
the supporting evidence. 


Benefits of Reorganization 


The fact that depreciation must be based on either 
original cost or the value more than ten years ago has 
made it necessary to reorganize many businesses so that 
present values may be used instead. Where the value of 
a plant has increased several fold over its original cost 
or 1913 value, or where a group of patents or contracts 
has become worth far in excess of their nominal cost, the 
original owner can never, during his ownership, increase 
the basis for his depreciation deduction. Where, how- 
ever, they are acquired by a new owner, whether upon 
reorganization or otherwise, at a cost equal to their pres- 
ent value, such cost becomes the new owner’s basis for 
depreciation. ‘The cost may be paid in cash or stock. 
Since the liberal provisions for reorganization of the 
Revenue Act of 1921, this aspect of the depreciation prob- 
lem has become of real importance. Assume a plant val- 
ued on the books at $50,000, with an average depreciation 
allowance of ten per cent. This would give a deduction 
of $5,000 a-year, or a tax saving, at the rate of 1214 per 
cent, of $625 a year. But the plant is now authorita- 
tively appraised at $500,000, with a reasonable estimate 
of its remaining life at eight years. The purchase of the 
plant by a new corporation for stock or cash or both at 

(Continued on page 24) 








A Look Ahead Into Prospective 
Tax Legislation 


By H. C. McKenzir* 


RESIDENT HARDING, in his first 

message to Congress, said that it was of 

vital importance that the national income 
should be equitably distributed among all the 
people. It is of equal importance that the tax 
burden be adjusted in the same manner. 


A look ahead at what is likely to engage the 
attention of Congress during the coming 
winter will disclose that 
the following topics stand 
out as likely to be the 
major subjects of tax leg- 
islation or discussion: 

1. Improved administra- 
tion. 

Plugging the leaks in 
the present law. 

A spenders’ tax. 
Excess profits tax. 
Bonus. 

Taxation of national 
banks. 

This is not an all-inclu- 
sive list, but it hits the 
high spots. Brief con- 
sideration of these divi- 
sions will be made in the order as stated. 


Improved Administration. All those fa- 
miliar with the situation at Washington are 
agreed that if the income tax is to be pre- 
served its friends will have to make a vigorous 
fight for better administration. Delay has 
become almost a scandal. Many of the 1917 
and 1918 taxes are not yet finally adjusted, and 
it is beginning to impress some people that 
this is one of the ways by which enemies of 
the income tax propose to kill it. Friends of 
the income tax should insist that its admin- 
istration be placed upon an efficient basis, so 
that it may not be discredited and discarded 
as a result of indirection. Congress has ap- 
propriated funds enough for administration 
and it is a question of either ability or in- 
clination. 


ee 
: 
4. 
5. 
6. 





* Treasurer of the Risley Lumber Co., Walton, New York. 
Former tax representative of the American Farm Bureau at 
Washington, D. C. 


EREWITH is presented a 
viewpoint different from that 
to which expression has previously 
been given in this publication. Mr. 
McKenzie, besides being a success- 


ful business man, is also a successful 
farm owner and manager. He 1s, in 
addition, a tax student who has put 
his knowledge into practice in behalf 
of legislation designed to remedy the 
tax grievances of the farmer. 
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Plugging the Leaks in Our Present Tax 
Law. When Congress enacted the 1920 tax 
law it endorsed the theory of taxation accord- 
ing to ability to pay and adjusted the burden 
by means of the surtaxes; then it provided half 
a dozen loopholes so that men of large in- 
comes can escape the payment of surtaxes and 
their payment becomes largely a voluntary 
matter. 

Tax-free securities, in- 
corporation, stock divi- 
dends, capital gains and 
losses, trusts, are among 
the most prominent 
means of tax evasion. 
The attention of Con- 
gress has been called to 
these matters and yet they 
were not remedied. The 
sincerity of any Congress 
that allows such a condi- 
tion to continue may well 
be questioned. 

A Spenders’ Tax. A 
spenders’ tax is going to 
be offered as a substitute 
for the surtaxes on individual income. This 
would shift the basis of taxation from income 
to consumption; from ability to pay to goods 
consumed. Incidentally, it will free such in- 
comes as Henry Ford’s and John D. Rocke- 
feller’s from Federal taxes, as most of their 
incomes are not spent, but saved. 


It is a well known fact that in the States hav- 
ing the general property tax, intangibles 
largely escape State and local taxation. 
Wealthy men have their money largely in this 
form of property (stocks, bonds, etc.), and 
they now largely escape State and local taxes. 
A spenders’ tax will free them largely from 
Federal taxes. This would mean that the tax 
burden, local, State and Federal, would have 
to be paid in an undue proportion by people 
in moderate circumstances. 


Excess Profits Tax. From another source 
will come a proposition to reimpose the excess 
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profits tax on corporations. If more money 
has to be provided, this is where it will come 
from. 


The Bonus. The political pressure for a 
bonus is almost irresistible, and the likelihood 
is that a bonus bill will pass in the form of a 
paid-up policy on which they will not be able 
to realize for three or four years. Thus, the 
politicians will be able to claim credit for 
passing a bonus bill and at the same time 
avoid the odium of levying new taxes. Ex- 
cept for its political aspect, there would not 
be 50 votes in both houses for a bonus. 


Taxation of National Banks. Owing to 
the stranglehold which the bankers had on the 
House Committee of Banking and Currency 
at the last session, neither side is satisfied with 
Federal Statute No. 5219, as amended at the 
last session of Congress, and bills to amend it 
will be introduced by both the bankers and the 
representatives of the States. 


The bankers have jockeyed themselves into 
a favored position, where they can neither be 
taxed as other business is taxed, nor can they 
be taxed as farmers are taxed in many States. 
They have side-stepped about $12,000,000 of 
taxes in New York and now they are getting 
a bit nervous over what the people may think 
about it. They are in the position of the boy 
who was afraid to go to bed in the dark with- 
out someone to hold his hand. 


The obvious way for the bankers to avoid 
the wrath of the people, which they seem to 
feel they have earned, is to stop seeking special 
privileges and agree that they may be taxed 
just as farmers and other people are taxed. 
If they will look into the reasons which im- 
pelled Andrew Jackson to abolish the National 
Bank in 1825 and then take a lesson from the 
action of the public concerning the railroads 
and the attempts of corporations to establish 
monopolies harmful to the public, they may 
well change their policies and avoid trouble. 


Economy and_ efficient administration 
should go hand in hand in both State and 
Federal expenditures. This is especially im- 
portant from the farmer’s viewpoint, as he 
not only has to use a sixty-three-cent dollar in 
making his purchases, but, in addition, 16.6 
per cent of his share of the national income is 
absorbed in taxes as against 11.9 per cent for 
all others. 
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This inequality in the amount of taxes borne 
by agriculture comes about largely from the 
fact that the most of the States still cling to 
the general property tax, which fails to reach 
intangibles, and that the ownership of tang- 
ible property is no longer even an approxi- 
mate measure of ability to pay taxes. 


The most obvious place to reduce expendi- 
tures is in the local tax budget, but, as things 
now stand, both ends are playing against the 
middle. The voters at the lower end of the 
financial scale, who have very little or no 
property, are always willing to spend other 
people’s money. Wealthy men have most of 
their funds in intangibles that escape taxation 
and they also are usually very willing to work 
and vote for improvements. This leaves the 
man of moderate means between the upper 
and the lower millstones. Some new method 
of controlling this situation must be found. 


Not only are taxes growing by leaps and 
bounds, but indebtedness is also growing at an 
unprecedented rate. 


It is time to STOP, LOOK and LISTEN. 


Federal Gasoline Tax Proposed 
to Raise $50,000,000 


fe EFFORT to levy a 1-cent tax on gaso- 
line will be made at the next session of 
Congress, according to authoritative reports 
at Washington. At the prevailing rate of pro- 
duction, this would create an annual revenue 


estimated at $50,000,000. 


The proposed tax would be in addition to 
the consumption tax now in force in 36 states, 
which, ranging from | to 3 cents, nets a total 
income of about $40,000,000 a year. The bulk 
of the revenue derived from State taxes is used 
for the upkeep and construction of roads. 


It is generally believed that a program of 
general legislation affecting the oil industry 
also will be introduced by Senator La Follette, 
but it is not known whether or not he will lead 
the forces for the proposed gasoline tax levy. 
Similar tax legislation has been attempted in 
the past but has always resulted in failure. 





Taxation of Dividends and Other 


Corporate Distributions 


By ARNOLD R. BAAar* 
Part II 


S PREVIOUSLY suggested, some ques- 
tion as to the principles underlying the 
determination of earnings or profits 

may result from a recent opinion of the At- 
torney General, dated June 21, 1923, on the 
basis of which the following sentence was in- 
serted in Article 1543 of Regulations 62 by T. 
. D. 3499, July 20, 1923: 
“Whenever one corporation 
receives from another corpora- 
tion distributions out of earn- 
ings or profits accumulated by 
such other corporation prior to 
March 1, 1913, or out of in- 
crease in value of its property 
accrued prior to March 1, 1913, 
and the ‘receiving’ corporation, 
after having first distributed all 
of its earnings and profits ac- 
cumulated since February 28, 
1913, distributes to its stock- 
holders the amount so received 
by it from such other corpora- 
tion, the distribution by the ‘re- 
ceiving’ corporation to its stock- 
holders is not a dividend within 
the meaning of the Act and is 
exempt from tax.” 
A further amendment to 
the regulations, provid- 
ing that such a distribu- 
tion shall have the same 
effect upon the determi- 
nation of gain or loss upon subsequent disposi- 
tion of the stock as would a distribution 
from the 1913 surplus of the “receiving” 
corporation, makes clear the purpose to 
treat such a distribution as though received 
directly from the first or “earning” corpo- 
ration out of its 1913 surplus. As the opin- 
ion of the Attorney General contains no 
analysis of principles nor explanation of the 
basis for his conclusion other than a his- 
torical review of the various statutory pro- 
visions and a statement of the decision of the 





* Of KixMiller and Baar, Chicago. Concluding part of address 


delivered before the American Mining Congress Tax Conference. 





HIS article, the first section of 

which appeared in the October 
issue, deals with some obscure points 
of law affecting certain forms of cor- 
porate distributions. 
tion is called to the paragraphs on 
distributions in liquidation, about 
which there have been rather wide- 
spread misapprehensions. Exception 
to the interpretation of the taxability 
of dividends froma depletion reserve 
based on discovery value has been 
made by Mr. Paul Armitage, of New 
York. Mr. Armitage’s views will be 
published in a subsequent issue. 
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Wisconsin Supreme Court which he follows, 

it is necessary to speculate as to the foundation 

and scope of the new rule. It may be men- 

tioned in passing that the decision referred to 

is not only lacking in convincing reasoning but 

also refers to a statute specifying “earnings or 

profits accrued” while the Federal law men- 

tions “earnings or profits 
accumulated’”—a _ dis- 
tinction which is ig- 
nored by the Attorney 
General. There appear 
to be two possible theo- 
ries upon which the new 
rule may be based, nei- 
ther of which, however, 
as will be shown, is en- 
tirely satisfactory. It was 
apparently in the mind 
of the Attorney General 
that to give a practical 
operation to the statutory 
provision and to effectu- 
ate the intention of Con- 
gress, it was necessary 
and justifiable to ignore 
the difference in legal 
identity of the two cor- 
porations, treating the 
distribution as though 
made directly from the first or “earning” cor- 
poration to the stockholders of the second or 
“receiving” corporation. A more technical 
analysis of the result would indicate that the 
new rule does in fact hold that the dividend 
received after March 1, 1913, by the “receiv- 
ing” corporation constitutes earnings or profits 
of that corporation accumulated prior to that 
date, rather than earnings or profits of the sub- 
sequent period. 

The exact scope of this rule should be noted 
before its basis is further considered. It is not 
in any way limited to a parent and a controlled 
subsidiary corporation, but, being stated in 
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general terms, must be fully applicable to any 
case where the “receiving” corporation holds 
any amount of stock, perhaps even a single 
share, upon which it receives from the “earn- 
ing” corporation a distribution from its earn- 
ings accumulated or increase in value accrued 
prior to March 1, 1913. Nor is it required 
that the stock ownership shall have existed at 
March 1, 1913, but a case where the stock of 
the first or earning corporation is acquired at 
any time by the receiving corporation is ap- 
parently included. It must be assumed, not- 
withstanding possible ambiguity in statement 
of the rule, that the distribution was not re- 
ceived by the “receiving” corporation until 
after March 1, 1913, as it would otherwise 
constitute a part of its surplus as of that date, 
clearly distributable free of tax. Apparently, 
receipt at any time after that date, for ex- 
ample, during 1914, or prior to the Revenue 
Act of 1921, is included. It must also be as- 
sumed that the earnings and profits “first dis- 
tributed” by the receiving corporation, in- 
clude only those other than the dividends from 
the earning company, as there would be no 
problem if distributions sufficient in amount 
to exhaust the earnings accumulated after 
February 28, 1913, including those dividends, 
were made prior to the distribution of the 
funds received in such dividends. 


It seems impossible to sustain this rule 
merely on the ground that the intervening 
corporation should be ignored. To do so is to 
ignore the often recognized rule, stated by the 
Supreme Court in the case of Eisner Vv. Ma- 
comber, 252 U. S. 189, that “we must treat the 
corporation as a substantial entity separate 
from the stockholder.” Nor is it possible 
wholly to ignore the corporate entity. The 
very statement of the rule shows that the situa- 
tion of the intervening corporation must be 
considered, since it must be found that it has 
first distributed its own earnings and profits. 
The amount to be received by any stockholder 
is, of course, fixed by his interest in the second 
corporation, as he has no relationship with the 
first corporation and could not receive a dis- 
tribution from it. In fact, to say that the cor- 
porate entity is ignored seems to be merely an 
indirect way of saying that the dividend re- 
ceived by it constitutes its earnings or profits 
of the period in which the funds distributed 
were earned by the first corporation. This 
theory, however, is open to so many objections 
and would affect the determination of so many 
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other problems that it will undoubtedly be 
preferable if it is accepted that the corporate 
entity is ignored to a limited extent by the rule 
in question for special reasons of policy ap- 
plicable only to the precise circumstances 
under consideration. This would prevent any 
extension of that theory to other situations, 
such as the effect of corporate reorganizations 
and transfers between corporations and their 
stockholders, in which the greatest confusion 
would result if there should be any departure 
from the fundamental rule that the corpora- 
tion is distinct from its stockholders. This 
would also avoid the conclusion that a distri- 
bution made from exempt income of the cor- 
poration, such as interest upon state obliga- 
tions or the realization of discovery value 
through depletion deductions, should be ex- 
empt from tax to the stockholder when re- 
ceived in a dividend, as would follow if it is 
true, as stated by the Wisconsin Court and 
quoted with approval by the Attorney Gen- 
eral, that the fact “that the fund in question 
passes through the treasury of the (corpora- 
tion) * * * before reaching the hands 
of the relators (stockholders) does not change 
the nature of the transaction.” Unless this 
holding is thus limited to the problem imme- 
diately involved, it threatens to compel a com- 
plete reversal of attitude by the Treasury De- 
partment upon many questions which are now 
regarded as settled. 


Viewed as Earnings 


Neither can this rule be sustained, although 
it can be explained, on the ground that it holds 
that the distribution received by the second 
corporation is not included in its earnings or 
profits accumulated since February 28, 1913. 
The fact that no taxable income resulted from 
such receipt would not lead to this conclusion, 
since (1) it is not suggested that other exempt 
income should be so regarded, (2) clearly the 
stockholders would have received a taxable 
dividend if the funds had come from the earn- 
ings or profits accumulated since February 28, 
1913, by the first corporation, although a divi- 
dend from such funds would not be taxable 
income of the second corporation if received 
under the Acts of 1918 and 1921, and (3) the 
rule is applicable in a case where the dividend 
was received by the second corporation in a 
period governed by the Revenue Act of 1913, 
under which it would have been taxable as 
income even though paid from earnings ac- 
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cumulated prior to March 1, 1913, according 
to Lynch v. Hornby, 247 U. S. 339. Since it 
is clear that such a dividend would constitute 
taxable income of the receiving corporation 
in the absence of a statutory exemption, it is 
difficult to see why it should not be regarded 
as earnings or profits. 


It is, moreover, necessary to hold not only 
that the receipt of the dividend does not rep- 
resent earnings or profits “accumulated since 
February 28, 1913,” but also that the amount 
received after 1913 should be regarded as 
earnings or profits accumulated by the receiv- 
ing corporation prior to March 1, 1913. Only 
upon this ground would the distribution be 
wholly exempt and would it, like other distri- 
butions from 1913 surplus, affect only subse- 
quent loss and not subsequent gain, as is held 
by the present regulations. Any distribution 
made neither from the earnings subsequent to 
1913 nor from the prior earnings would be 
what we have called a capital distribution, 
not wholly exempt but applicable against cost 
of the stock and consequently serving to in- 
crease the gain upon subsequent disposition. 
Yet it seems clearly untenable that the amount 
received after March 1, 1913, was accumu- 
lated as earnings or profits prior to that date. 
A uniform rule should doubtless apply to the 
entire surplus of the first corporation as of that 
date, since it is not then ascertainable whether 
any part, or how much thereof, will later be 
paid over as dividends, and subsequent events 
should not serve to alter conditions as of the 
earlier date. It would also seem that the funds 
must have become earnings of the second cor- 
poration at the time when they were earned 
by the first corporation, since there was no 
change in the actual situation merely because 
of the advent of the date of March 1, 1913. 
The same rule should then apply for all other 
purposes under the income tax law and to the 
earnings of any period. Upon this theory it 
would also seem necessary that the rule should 
be limited, as it is not, to cases where the stock 
in question was acquired by the second corpo- 
ration prior to March 1, 1913, as it can hardly 
be maintained that its earnings accumulated 
prior to a certain date should include funds 
in which it had no interest until after a subse- 
quent purchase. Many other difficulties in 
the application of this view, including the ob- 
jections to including in the surplus of one 
company any part of the surplus of another 
company in which it owns merely a few shares 
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of stock, suggest themselves and would call for 
further discussion if it did not seem beyond 
question that as a general rule a distribution 
must represent earnings of the second corpora- 
tion when received, whether then taxable or 
not, without regard to its character as earnings 
of the first corporation. It should then follow 
that a further distribution therefrom by the 
second corporation should represent a taxable 
dividend to its shareholders. The contrary 
result which is now established by the regula- 
tions must, therefore, be regarded as an anoma- 
lous exception, based upon special considera- 
tions of policy and not to be extended by anol- 
ogy to any other situation. 


Distribution Made from Dividends Re- 
ceived from Depletion or Depreciation 
Reserves of Another Corporation 


A question of special interest to mining 
companies or timber companies is suggested 
by the above discussion. It may easily occur 
that a corporation owning stock in a mining 
or timber company receives from that com- 
pany a distribution made from its depletion 
reserve and uses the funds received for a fur- 
ther distribution to its own stockholders. As- 
suming that the second or receiving corpora- 
tion has no other earnings or profits available 
for distribution, the amount received would 
represent the source of the second distribution 
for income tax purposes. The question would 
then arise whether the stockholders of the sec- 
ond company should determine their liability 
with reference to the character of the reserve 
from which the first company made the distri- 
bution, or whether they receive merely a divi- 
dend from the earnings of the second com- 
pany. If the former, they would receive a 
capital distribution if the reserve was based on 
cost, an exempt distribution if the reserve was 
based upon appreciation prior to 1913, and 
either a capital or a dividend distribution if 
the reserve was based on discovery value, as 
above explained. 


For the reasons given above, it appears con- 
trary to sound principles either to ignore the 
intervening corporate entity or to hold that 
the dividend is not earnings or profits of the 
second corporation when received. Under the 
present law, the dividend is, of course, not 
taxable to the second corporation, no matter 
what its source, but this has been seen to be 
inadequate as a reason for excluding it from 
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earnings or profits. If the rule of the Attorney 
General’s opinion were to be extended by 
analogy it probably would cover this case and 
it would be immaterial whether the second 
corporation owned a majority, a small minor- 
ity, or the entire issue of the stock of the first 
corporation, or whether such stock was ac- 
quired before or after the accumulation of the 
reserve. If, however, the opinion of the At- 
torney General is not in accord with funda- 
mental principles, as we have concluded, it 
should not be considered an authority in favor 
of any other proposition. The principles op- 
posed to that opinion, as above stated, seem 
clearly to establish that the dividend received 
by the second corporation, even though paid 
from the depletion reserve of another corpora- 


tion, is earnings or profits for purposes of fur- 
ther distribution. 


Distributions from 1913 Surplus 


As compared with the Revenue Act of 1918, 
two changes were made by the Act of 1921 
with reference to the treatment of distributions 
from earnings or profits accumulated or ac- 
crued prior to March 1, 1913. By the first, as 
above noted, the new words “increase in value 
of property accrued” were inserted to over- 
come Sol. L. Op. 1073, 5 C. B. 26, which held 
that only those gains which had actually been 
realized as income prior to the stated date 
were included in the earnings or profits then 
accumulated. Although not retroactive in its 
terms, this provision has been given retro- 
active effect by the regulations. It is now 
held that any distribution made in 1916 or any 
subsequent year from the increase in the value 
of property occurring (which is undoubtedly 
the meaning to be given to the word “accrued” 
used in the statute) prior to March 1, 1913, 
whether realized as a profit upon the disposi- 
tion of the property at any time after 1913 or 
whether distributed without realization by a 
transfer of the property itself in the distribu- 
tion, is free from tax as a dividend and is ap- 
plied in the determination of subsequent loss 
but not subsequent gain, as is a distribution 


from earnings or profits actually realized 
prior to March 1, 1913. 


A second change, and a very important one, 
was made by the adoption of the present rule 
as to the effect of a distribution from 1913 
surplus upon subsequent gain. It had been 
held in Article 1543 of Regulations 45 that 
such a distribution, and any distribution not 
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taxable as a dividend, should be applied in re- 
duction of cost (or statutory basis for deter- 
mination of gain or loss), thereby inevitably 
increasing the profit or reducing the loss upon 
subsequent disposition of the stock. Feeling 
that this deprived the stockholder of the ex- 
emption to which he was entitled, by | 
him indirectly upon the distribution suppose 

to be exempt, Congress prescribed a different 
rule by eliminating such distributions from 
those which, according to Section 201 (c), 
should be applied against the cost or basis and 
by stating in Section 201 (b) that such distri- 
butions should reduce the basis for the deter- 
mination of loss, excluding the determination 
of gain by the failure to mention it. While 
this rule is perhaps familiar, is not difficult to 
understand, and is probably a permanent fea- 
ture of our Federal income tax law, it may be 
worth while to note its inherent weakness. In- 
stead of preventing a pernicious denial of an 
exemption, Congress has, in fact, created an 
unwarranted duplication of the exemption, 
which unfairly benefits a stockholder who re- 
ceives both a distribution and the proceeds of 
a disposition and which is not extended to the 
stockholder who realizes the same amount 


upon his investment, but in only one of those 
ways. 


The reason for the exemption allowed to a 
distribution from 1913 surplus is that such 
surplus (including the unrealized increase in 
the value of property) is an element in the 
value of the stock as of March 1, 1913. Since 
this value is the capital or investment of the 
stockholder, which, under the Supreme Court 
decisions, he is entitled to realize after the 
incidence of the income tax law free of tax, 
having actually owned it and had the power 
of realizing it prior thereto, it is proper that 
he should be allowed to realize upon this ele- 
ment of such value by a distribution free of 
tax as well as upon a disposition. Having 
once realized this amount, however, it is also 
proper that the amount still available free of 
tax should be correspondingly reduced. This 
is not done under the present law, which per- 
mits the same capital to be realized twice over, 
once upon a distribution and again upon a dis- 
position, thus permitting the receipt without 
tax liability of a gain actually occurring after 
the incidence of the tax law. This will be 
made more clear by an illustration. Assume 
that Archer and Boyd each owned ten shares 
of stock in a corporation which on March 1, 
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1913, had a large surplus, which was not increased since 
that date because all subsequent earnings were currently 
distributed. Assume also that the stock was worth $300 
per share in 1913 and the same amount in 1920, at which 
time Archer sold his ten shares to Carter. In 1921, this 
corporation made a distribution of $200 per share from its 
earnings accumulated prior to 1913. Thereafter, it accu- 
mulated profits very rapidly, so that in 1923 its stock was 
again worth $300 per share, at which price both Boyd and 
Carter sold their shares. Doyle, who also bought ten 
shares for $300 each, prior to 1913, received $200 per 
share in a dividend paid early in 1924, and then sold his 
stock for $100 per share. As the result of these transac- 
tions, (1) Archer has received $3,000 subject to no tax 
and representing the realization of the appreciation occur- 
ring prior to 1913; (2) Boyd, with exactly the same 
investment, but with proceeds $2,000 greater, has re- 
ceived $5,000, also free of tax, the distribution from the 
1913 surplus being exempt and the subsequent apprecia- 
tion occurring in 1921-1923 being offset by the use of 
the unreduced 1913 value; (3) Carter also receives $5,000 
wholly free of tax, although he did not own the stock in 
1913 and has made a clear gain of $2,000 upon his in- 
vestment of $3,000 in 1920; and (4) Doyle, who also 
received a total of $5,000 upon the same investment of 
$3,000, is taxed upon his gain of $2,000 because it is 
received in a distribution and the loss otherwise result- 
ing from the disposition of the stock is reduced by the 
distribution from 1913 surplus. Clearly Archer and 
Doyle have received all that they are fairly entitled to 
as an exemption; Boyd is allowed to realize the 1913 
value and also to apply it against a profit subsequently 
arising, while Carter receives an exemption to which he 
had no just claim, as the amount which he paid for the 
stock, including, of course, some consideration for the 
right to receive future distributions from the 1913 sur- 
plus, is not reduced by the realization of this advantage 
through circumstances not within his control but is ap- 
plied in full against the proceeds of a new increase in 
value which occurs and is realized upon during his own- 
ership of the stock. ‘The former rule, applied by the 
regulations under the Act of 1918, undoubtedly was more 
in accord with logic and justice, although not so favor- 
able to the taxpayers. 


Distributions in Liquidation 


In the absence of statutory provision, it was held by the 
Supreme Court in the case of Lynch v. Turrish, 247 U. S. 
221, that a distribution in final liquidation of a corpora- 
tion was to be treated the same as the proceeds of a sale, 
the gain, if any, being taxable as a profit, and the same 
rule was incorporated in the Revenue Act of 1918. Vari- 
ous similar provisions, which were considered in connec- 
tion with the Revenue Act of 1921, were entirely elimi- 
nated from the law as enacted. This might have meant 
that Congress was satisfied to return to the condition ex- 
isting prior to 1918, when the statute was silent and the 
theory of the court would control. The present statute, 
however, is not silent but states positively that “every 
distribution” and “any distribution” is governed by the 
rules stated in Section 201. It must, therefore, be con- 
cluded that Congress intended to depart from the rule of 
the prior law and to require the determination of tax lia- 
bility upon the receipt of a distribution in liquidation by 
reference to the source of the distribution, just as in the 
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case of a dividend. A strict application of this rule would 
work out as follows: The amount of earnings or profits 
of the corporation accumulated after February 28, 1913, 
must first be applied to the distribution and each stock- 
holder is taxed upon the amount received by him from 
this source as upon a dividend, exempt from normal tax 
and subject to surtax. Next there must (probably, as 
above pointed out) be applied the amount of the earnings 
or profits accumulated prior to March 1, 1913, and of any 
increase in the value of property accrued prior thereto 
which is either distributed without realization by the 
distribution of the property or is first realized by sale of 
the property. Neither of these portions of the distribu- 
tion apply against or reduce the cost of the stock or the 
basis for determination of gain, but the second reduces 
any possible loss. The remainder of the distribution, in- 
cluding the increase in value of property which has oc- 
curred after 1913 and which is distributed without realiza- 
tion by the corporation, is a capital distribution. If this 
third portion of the distribution amounts to more than the 
cost or statutory basis, a taxable profit, subject to both 
normal tax and surtax, is realized. (See further discus- 
sion of this proposition, which follows.) If the second 
and third portions of the distribution in the aggregate 
amount to less than the cost or basis, the deficiency rep- 
resents a deductible loss. 


For some reason the regulations, in Article 1545, apply 
this method only to that portion of the liquidation distri- 
bution which represents a gain, thus continuing to this ex- 
tent the rule that the liquidation is similar to a sale and 
treating. only the gain upon such sale as a distribution. 
This seems to be without basis in the statute and need- 
lessly limited in scope. A taxpayer seems to be entitled 
under the present law to the recognition of both gains and 
losses arising from the single transaction, the gain exempt 
from normal tax and the loss deductible for purposes of 
the normal tax. . 


If the retirement of all of the stock of a corporation 
upon final liquidation represents a distribution and not 
a purchase, it is difficult to see why this should not also 
be true of the redemption of preferred stock, the retire- 
ment of a portion of the common stock, the reduction in 
par value of all stock, or other partial liquidation of the 
capital of the corporation. One ruling, I. T. 1543, II-1- 
668, indicates strongly that this is the attitude of the 
Government. It was there held, in a case where assets 
were distributed upon the retirement of a portion of the 
stock, that the entire gain must be regarded as a distribu- 
tion of the earnings and profits accumulated since Febru- 
ary 28, 1913, to the extent of such earnings, without 
regard to the amount properly chargeable on the books 
of the corporation to surplus or to capital. Since some 
shareholder may have purchased his stock for much less 
than par, while another may have paid more than par, 
realizing, therefore, a smaller gain, a strict application 
of this rule would mean that there was distributed from 
the earnings a greater amount upon one share than upon 
another—a result which surely calls for a closer examina- 
tion of the rule. If a shareholder who paid $75 per share 
for his stock receives a dividend of the remaining $25 
as well as the premium paid upon redemption, on the 
ground that the entire excess over his cost was paid from 
earnings, how can it be held that to one who paid $90 
per share only the premium and‘$10 per share is paid from 
earnings and the remaining $90 is paid from capital? 
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It seems necessary to conclude that the entire distribu- 
tion comes first from the earnings and is subject to the 
priorities and other provisions of Section 201. 


Capital Distributions 


It has already been pointed out that apparently the 
only sources for a distribution “otherwise than out of” 
earnings or profits are the capital paid in (including a 
paid-in surplus) and the unrealized increase in the value 
of property which occurs after 1913. If such an increase 
occurs prior to March 1, 1913, it is now (but not under 
former laws, except by regulations) included in the 1913 
surplus for purposes of distribution, whether or not first 
realized. If the increase occurs after February 28, 1913, 
and is realized by the corporation by sale or through de- 
pletion allowances, whether or not free of tax as income, 
it becomes earnings or profits and the distribution is a 
taxable dividend. While a distribution without realiza- 
tion may perhaps be uncommon, it certainly is not im- 
possible nor unknown, since it occurs in every case where 
the assets of a corporation are distributed to the stock- 
holders in kind after having appreciated in value since 
1913. This probably occurs most often upon the com- 
plete or partial liquidation of a corporation; for example, 
oil leases have been assigned to trustees for stockholders 
or all the assets of a business have been transferred to a 
partnership composed of the stockholders. The amount 
received by the stockholders in such a case clearly includes 
the increase in the value of the property which can not be 
regarded upon any ground as earnings of the corpora- 
tion and therefore must fall in the third class of distribu- 
tions. 


It should not be forgotten that this source is available 
for distribution, for income tax purposes, only after the 
earnings have been exhausted. For example, even though 
a corporation may distribute assets which have increased 
in value, retaining its accumulated earnings, the entire 
amount received in value by the shareholder is a taxable 
dividend if the earnings accumulated since February 28, 
1913, amount to enough to cover the distribution. In 
such a case the corporation should treat the entire amount 
distributed, including the unrealized appreciation, as a 
reduction of the accumulated earnings and profits. This 
means that a later distribution, made long after the 
property has been transferred and to stockholders other 
than those who received the property, may for tax pur- 
poses include the unrealized appreciation. 


A capital distribution is not necessarily made only upon 
liquidation of capital stock. A corporation is operated 
unprofitably during the early years of its existence, we will 
assume, so that its losses amount to $50 upon each share 
for which $100 was paid in. These losses may be wiped 
out on the books by the marking up of assets to represent 
actual appreciation in value and the company may then 
accumulate surplus earnings. Upon the distribution of 
dividends charged against such earnings, it must be held 
under the income tax law that the capital is being returned 
since the unrealized appreciation does not constitute 
earnings or profits and the actual earnings, according to 
Sol. L. Op. 942, 1 C. B. 300, are consumed in making 
good the impairment of the capital and are not available 
for distribution. 


It has been advanced that a gain realized through a 
capital distribution is not taxable under the Act of 1921 
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for the reason that Section 201 (c) provides that such a 
distribution shall apply in reduction of cost without fur- 
ther providing, as does the somewhat similar Section 202 
(e), that any excess should be taxable as a profit. This 
view is given some support by the fact that Article 1544 
of Regulations 62 states that such a distribution “is not 
taxable to the recipient,’ and ‘“‘does not constitute taxable 
income.” These statements, however, do not directly 
refer to the gain resulting from the receipt of more than 
cost or 1913 value and probably indicate only that such 
distributions are not taxable as dividends. Not only 
would such a rule permit the realization of large gains 
free of tax but it is not required by the statute and there- 
fore should not be adopted by implication. At most, the 
statute is merely silent as to the taxation of the profit 
while expressing the rule for determination of the profit. 
With no statutory provisions at all it was held in Article 
1543 of Regulations 45, under the Act of 1918, that the 
profit thus realized was taxable and the general imposi- 
tion of a tax upon gains and profits seems entirely sufh- 
cient to cover the gain realized upon capital distributions, 
particularly in the absence of any positive language com. 
pelling such a departure from the general rule. 


How Section 206 Applies 


The fact that certain distributions are made from 
paid-in capital or represent a return of investment upon 
the retirement of stock, has suggested the erroneous in- 
ference that any gain realized upon such a capital dis- 
tribution would constitute a “capital gain,” subject to 
tax under Section 206 of the Act at the special rate of 
12% per cent, in lieu of normal tax and surtaxes. The 
benefit of this section, however, is extended only to the 
gain realized upon the “sale or exchange” of a capital 
asset. It has been held that the payment of an obliga- 
tion upon maturity is not a sale or exchange and this 
should be equally true of the retirement of stock upon 
complete liquidation or partial redemption, which we 
have already found represents a distribution rather than 
a sale. The gain in such a transaction, if received 
through a capital distribution, is taxable as a profit but 
not as the gain upon the sale or exchange of a capital 
asset. It would, therefore, appear that Section 206 is 
not applicable to the gain realized upon a distribution 
made in any form or from any source, including a distri- 
bution made from capital upon the reduction of capital 
stock, the retirement of shares, or the complete liquida- 
tion of a corporation, any one of which involves the com- 
plete disposition of the stock. The benefit of Section 
206 may usually be obtained by a sale of the stock made 
before the distribution, but apparently is not otherwise 
available. 


New Tax Ledgislation Predicted 


INCE any change in tax laws must originate in the 

House, the views on legislation probabilities of the 
Hon. William R. Green, Acting Chairman of the Com- 
mittee on Ways and Means, are especially significant. 

In an article in a recent issue of the Congressional 
Digest, he suggests that even in the event that no bonus 
bill were passed, any Treasury surplus that now seems 

(Continued on page 25) 








20 THE NATIONAL INCOME TAX MAGAZINE 


November, 1923 


TAX EVENTS AT WASHINGTON 





A NUMBER of changes in 1 egulations gov- 
erning those engaged in income tax prac- 
tice before the Treasury Department have 
recently been made, as is announced in De- 
partment Circular No. 230. 


Excepting the requirement of adequate 
identification, there are no restrictions on any 
individual taxpayer or member of a firm or 
officer or authorized regular employee of a 
corporation who may appear for himself or 
such firm. Those who appear before the De- 
partment as attorneys or agents for other tax- 
payers must be enrolled, and to be enrolled 
they must satisfy the requirements of the 
statute. 

“In order better to protect the taxpayer’s interests 
and to expedite practice before the Department, applicants 
should clearly establish their right to enrollment by show- 
ing that they possess (1) a good character and reputa- 
tion; (2) a sound education; and (3) a familiarity with 
the laws and regulations covering taxes or other subjects 
which they present to the Department.” 


It is stated that though practice is not lim- 
ited to licensed attorneys and certified public 
accountants, yet an agent who is not an attor- 
ney or accountant, and attorneys and account- 
ants licensed in States where, in the opinion of 
the Committee on Enrollment and Disbar- 
ment the license requirements are not ade- 
quate, must show satisfactory educational 
qualifications and evidence of an ability to un- 
derstand tax questions or such other matters 
as will be presented to the Department by the 
applicants. 


Among the causes which will be regarded 
as sufficient to justify the rejection of an appli- 
cant are: a bad reputation as to integrity or 
any previous conduct of the applicant which 
is unethical, as viewed by the American Bar 
Association or the American Institute of Ac- 
countants, or such conduct as would be con- 
sidered unfair in commercial transactions. 


An attorney or agent who has been in the 
service of the Treasury Department is pro- 
hibited from appearing before the Treasury 
Department in connection with any matter to 
which he gave personal consideration or had 
actual personal knowledge while in the service 
of the Government. Furthermore, such an at- 


torney or agent is prohibited from giving aid 
or assisting another in any such service, and 
all attorneys and agents are enjoined against 
receiving assistance from one formerly in the 
service of the Treasury Department and hav- 
ing personal knowledge while in the service of 
the Government of the facts under considera- 
tion. 


Causes which the Committee on Enrollment 
and Disbarment may deem sufficient for rejec- 
tion of an application or suspension and dis- 
barment of one already enrolled are as fol- 
lows: 


(a) Violation of the statutes or rules governing prac- 


tice before the Treasury Department. 


(b) Conduct contrary to the canons of ethics as adopt- 
ed by the American Bar Association, or the rules of profes- 
sional conduct approved by the American Institute of 
Accountants, or their equivalent. 


(c) False or misleading statements or promises made 
by the attorney or agent to a taxpayer or misrepresenta- 
tion to the Treasury Department. 


(d) Solicitation of business by the attorney or agent. 
This includes letters, circulars, and interviews naqt war- 
ranted by previous association; printed matter appearing 
on the letterheads or cards of the attorney or agent indi- 
cating previous connection with the Treasury Depart- 
ment or enrollment as attorney or agent; or representa- 
tion of acquaintance with Treasury officials or employees. 
It includes also the use by attorneys and agents of any 
titles which might imply official status or connection with 
the Government, such as “Federal tax expert” or “Fed- 
eral tax consultant.” It is not considered a violation of 
this regulation for Treasury employees, on severing their 
connection with the Department, to send out announce- 
ment cards, briefly stating their former official status and 
announcing their new association, provided the cards are 
addressed only to personal or business acquaintances, and 
provided further that such cards are distributed only 
at the time of severance of the official connection with 
the Government. These cards are regarded by the com- 
mittee not as advertising but as the customary announce- 
ment cards issued for the express purpose of identifying 
the sender with his new association or business. 


(e) Negligence in furnishing evidence required in 
matters pending before the Treasury Department, and 
the use of any means whereby the final settlement of the 
matter is unjustifiably delayed. 


(f) The employment by an enrolled attorney or agent 
as correspondent or sub-agent in any matter pending be- 
fore the Treasury Department, or the acceptance by such 
enrolled attorney or agent of employment as correspond- 
ent or subagent of or from any person who has been 


(Continued on page 25) 
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Income Taxes and Business Conditions 


HEN income tax statistics are com- 

pared with other barometers of busi- 

ness, some peculiar relationships ap- 
pear. These relationships may now be traced 
through the years 1919, 1920 and 1921, since 
the preliminary figures for personal income 
tax collections for 1921 have now been pub- 
lished by the Bureau of Internal Revenue. 
Within the compass of these years, the busi- 
ness cycle in the United States passed through 
significant phases. 


In 1919 everything was booming, and phys- 
ical production was at a high level. Prices 
and wages were rapidly mounting. The proc- 
ess was accelerated in the early months of 
1920, but it was not long before some began 
to realize that the day of reckoning was not far 
away. The latter part of the year was given 
over to painful liquidation. When 1921 be- 
gan, production and prices were falling and 
unemployment was rife. The indices show 
that average production for the year was con- 
siderably under 1919. So the business con- 
trast is greatest between 1919 and 1921. The 
year 1919 was all boom; 1921 was virtually all 
depression; 1920 was partly both. 


But from income tax statistics one would at 
first glance deduce that 1920 was the best busi- 
ness year of the three. For 1920, about 20 per 
cent more net income was reported by indi- 
vidual taxpayers than for either of the other 
two years. There were more taxpayers in 
the classes below $100,000; there were fewer 
above $100,000 than in 1919, but more than in 
1921. The amount of salaries and wages rose 
tremendously over the previous year—from 
11 billion to 15 billion dollars. But the 
amount of tax collected reflected the bad times 
of the last half of the year; it was 15 per cent 
under 1919, although tax rates were the same 
in the two years. 


It is difficult to make comparison concern- 
ing 1920 because of the mixed nature of busi- 
ness conditions in that year. Although the 
years 1919 and 1921 are at contrast from a 
business point of view, about the same amount 
of net income was reported to the Federal 
Government for each of them. In 1919 it was 
19.9 billions of dollars; in 1921, 19.6 billions. 





* From Commerce Monthly, published by the National Bank of 
Commerce, New York. 


But there were 25 per cent more returns rend- 
ered for 1921 than for 1919. 

Obviously, influences other than the busi- 
ness cycle were affecting the number of tax 
returns and the amount of income reported. 
In the beginning of income tax collections, the 
tax administration did well if it reached all 
the large income receivers. Many small tax- 
payers escaped for various reasons, chief of 
which was probably ignorance of liability. 
Taxpayers had to acquire the income tax habit. 
In 1920, when the level of wages was highest, 
the small taxpayer began to make income tax 
returns. 


An analysis of the figures classified by in- 
come tax groups lends color to this reasoning. 
Between 1919 and 1921, the increase in the 
number of persons making returns occurred 
entirely in the classification of those reporting 
less than $3,000 net income. The number re- 
porting larger incomes decreased. The same 
thing holds true for the amount of net income 
reported. Those reporting less than $3,000 
showed a net income aggregating 35 per cent 
more in 1921 than in 1919, while those above 
$3,000 reported much less. 


Small Incomes Largely Wages 


About three-quarters of the income of those 
under $3,000 comes from wages and salaries. 
The total amount of wages and salaries re- 
ported increased nearly 30 per cent from 1919 
to 1921, almost commensurately with the num- 
ber of returns under $3,000. But income from 
business and sales of property fell off about 40 
per cent, and income from property, interest 
and dividends increased less than 10 per cent. 


These facts suggest certain inferences. The 
total net income reported was as large in 1921 
as in 1919 because there were more taxpayers. 
The added taxpayers were mostly in the sal- 
ary or wage class. But there was no great in- 
crease in the number of wage earners in the 
United States from 1919 to 1921, and the in- 
dices of wages indicate lower per capita wages 
in the latter year. The increase in the num- 
ber of taxpayers probably resulted from a 
more effective canvassing of the income- 
receiving community. 

The total amount of tax collected from in- 
dividuals appears to bear little relation tc total 


21 (Continued on page 23) 








Editorial Review 


Patriotism and Taxpaying 


The reiterated intention of a large manufac- 
turer to turn back to the United States Treas- 
ury all the profits made from war contracts 
suggests some perhaps futile, but none the less 
valid, thought on what might have been the 
present tax situation had patriotism, instead of 
greed, been the uniform motive which gov- 


erned the actions of all our citizens during 
the World War. 


There is little question but that hundreds 
of millions of dollars in taxes must be raised 
to provide for extortionate profits taken on 
war materials. And those who took unfair 
advantage of the Government in its emer- 
gency, in many instances, may be found among 
the most zealous of those who are seeking ways 
of avoiding payment of the costs of the war. 


To an unfortunately large number of peo- 
ple, patriotism, even in war times, is a mere 
lip service, a fleeting, maudlin sentimentalism, 
or a sort of emotional intoxication, which does 
not govern their real, sober actions. In peace 
times, as everyone knows, patriotism fares 
even worse. Behold the spectacle of thou- 
sands of citizens—individuals who would be 
insulted if their right to the appellation of 
100 per cent Americans (whatever that is) 
were challenged—resorting to all manner of 
ethically questionable devices to sidestep from 
their financial obligations to the Government. 
There are those, moreover, who are making 
carefully prepared plans, based on some 
strained technical point, for another attack on 
the constitutionality of the Sixteenth Amend- 
ment. An appeal is made to income taxpayers 
to subscribe to a fund for such a purpose. Is 
this an appeal worthy of the co-operation of 
right-minded citizens? | 


What is the motive behind this second at- 
tack on the Sixteenth Amendment? Is it an 
appeal to unselfishness? To public spirit? To 
consideration for equity in the distribution of 
the tax burden? To love of country? There 
is accumulative evidence that there is some- 
thing radically wrong with the attitude that 
so many citizens take when called upon to 
meet their public obligations. More than re- 
duced taxes, this country needs a better sense 
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of obligation to governmental institutions, 
more honesty in dealing with the Government, 
a greater willingness to make sacrifices for a 
common cause and a higher plane of mind 
toward public issues to overcome a cynical 
materialism, the demoralizing influence of 
which has brought grief and disaster to cer- 
tain foreign states. 


Taxation-—A Field for Public Service 


Taxation as a field for public-spirited ac- 
tivity was suggested at the Southeastern Dis- 
trict Convention of Public Accountants, held 
at Charleston, South Carolina, as a means by 
which the profession might broaden its in- 
fluence and attain greater prestige. 


Accountants as individuals, no doubt, aver- 
age up with members of other professions in 
interest for the public welfare, but as yet they 
have made no special united effort of the kind 
suggested. The accountant has opportunity 
for greater public service to which he should 
feel strongly impelled by reason of special 
fitness along certain lines, especially in the 
sphere of taxation. 


The tendency toward extension of State par- 
ticipation in industry, public health, road 
building and what not, gives rise to ever in- 
creasing problems of administration in gen- 
eral, and especially of proper control of public 
funds. The spendthrift tendency in Govern- 
ment outlay is largely due to faulty systems 
of public accounting and the failure of the 
public at large to appreciate the possibilities 
of attaining greater honesty and economy from 
better methods of fiscal control. 


The accountant can exert a valuable influ- 
ence by suggesting methods of getting greater 
efficiency in the conduct of public business. 
The attitude recently taken by the governor 
of one of the leading States in the Union, as 
expressed by veto, that the taxpayer has no 
right to know how the public funds are spent 
is indicative of how far afield we are yet from 
general businesslike administration of public 
affairs. If public officials were properly ac- 
countable for the funds held in trust for tax- 
payers, the cost of government could be 
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greatly reduced and the burden of taxation 
decreased. 


Leadership in demand for better business 
methods in public administration would be 
only an indirect taxation activity. The gen- 
eral training and experience of the accountant 
fits him for constructive participation in the 
formulation of tax laws and in the dissemina- 
tion of correct information about taxes. The 
accountant in his business must draw conclu- 
sions from statistical data of a financial nature. 
He is trained in analysis of facts. Further- 
more, he is not engaged, as a rule, in preju- 
diced pleading for a client. An accountant’s 
report of a business is, or ought to be, an un- 
biased reflection of facts as nearly as by exercise 
of the greatest diligence they can be discov- 
ered. The standards of the profession for in- 
tegrity are high and hence a certified report 
has come to be taken at its face value, as 
should invariably be justifiable. The account- 
ant, as he should be, not only approaches his 
work with an open mind to the truth but is 
under obligation to discover the whole truth 
about a business for which he makes a detailed 
audit. He is in intimate touch with business 
facts such as costs and prices and is in a posi- 
tion to know something about where the bur- 
den of certain taxes are prone to rest. 


One of the most disputed tax questions is 
that of the incidence of certain taxes—that is, 
who bears the burden. Some taxes, such as 


Income Taxes and Business 


Conditions 
(Continued from page 21) 


net income reported in the respective years. 
The normal and surtax rates were the same in 
the three years under review, but the average 
rate of tax paid is, of course, much heavier in 
the upper classes than in the lower. For net 
incomes below $3,000 the average rate of tax 
collected is less than 1 per cent of the net in- 
come. Between $100,000 and $150,000 it is 
more than 30 per cent and for incomes above 
$1,000,000, more than 60 per cent. 
Consequently, a fall in the amount of net 
income in the upper ranges affects the amount 
of tax collected much more than a like de- 
crease in the lower brackets. Thirteen hun- 
dred million dollars was collected in personal 
income taxes for 1919, but only seven hundred 
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resulting from the tariff and miscellaneous 
sales taxes, are by original intent designed to 
be passed on to the consumer. Other taxes are 
theoretically supposed to stay where they are 
originally put. The extent to which any par- 
ticular tax is paid by the original taxpayer 
oftentimes determines whether or not it is a 
desirable tax: Only a short time ago we passed 
through the debate over who paid the excess- 
profits tax. Public opinion was groomed in 
preparation for its repeal with the wide- 
spread assertion that the tax was not only 
entirely passed on to the consumer, but even 
pyramided, yet the frenzied efforts of the 
original taxpayers to obtain relief seemed to 
the discerning man in the street to indicate 
that something less sacrificial than concern 
for the public was involved. (It is in such 
taxation issues, where public opinion may 
from lack of correct information necessarily 
be based upon presumption, rather than the 
facts, that the accountant because of his in- 
timate touch with business affairs might, with- 
out violation of professional ethics, be in a 
position to assist in making the truth known. 


The accountant, who in addition to his spe- 
cialized knowledge, has also a working fa- 
miliarity with accepted taxation principles 
and past taxation experiences, is in a favorable 
position to render public service that will 
command recognition and win public grati- 
tude. 


million for 1921. This was a fall of about 45 
per cent. But the fall was chiefly accounted 
for in the classes above $3,000; there was a fall 
of only 5 per cent in the taxes paid by those re- 
ceiving less than $3,000. 


It is evident that the amount of net income 
returned, the number of returns filed and the 
amount of tax collected, each give different in- 
dications of the relative business position of 
these years. A valid conclusion can be drawn 
only by considering all the relevant factors, 
not by selecting particular items. With other 
things equal, net income reported ought to 
serve as an index of the relative business posi- 
tion. The parity of net income in the years 
1919 and 1921 most likely reflects improved 
tax administration; it does not outweigh the 
evidence of business barometers in general, 
which rank 1921 much below 1919. 
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Depreciation and Obsolescence 
—Their Application to 
Taxable Income 
(Continued from page 11) 


its present value of $500,000 would justify this new cost 
as the basis for depreciation at 1214 per cent, or $62,500 a 
year. At the present tax rate of 12% per cent, this would 
represent in taxes $7,812.50 a year, or a saving of over 
$7,000 a year for eight years; over $56,000 in the 
aggregate. 


Such a result can not be accomplished by a mere write- 
up on the books of the original owner, no matter how 
authoritatively the value may be established. It is an 
incidental advantage derived from a change of ownership 
such as will be recognized in law. Like all reorganiza- 
tions, it should only be done after a full and careful sur- 
vey of all the circumstances demonstrates that it is wise 
and practicable and that there are no latent flaws in the 
reorganization structure. 


Bearing in mind that depreciation is a practical ques- 
tion in the light of all the circumstances of each case, the 
proof of its reasonableness will be most effective when 
presented in accordance with the methods most readily 
recognized by the representatives of the Bureau of 
Internal Revenue. 


Administrative Income Tax 
Rulings and Their 
Limitations 
(Continued from page 7) 


“Congress has given to the Commissioner of Internal 
Revenue, without qualification, the power to make and 
enforce upon his subordinate officers all reasonable regu- 
lations in the matter of the collection of internal revenue. 
These regulations’ are not to be questioned by this court, 
but must be upheld and enforced, and they must be re- 
garded by all as having the same force as an act of Con- 
gress. As before stated, the Commissioner of Internal 
Revenue, with the approval of the Secretary of the Treas- 
ury, by statute is given the power to make such regula- 
tions as he deems necessary in the matter of the assessment 
and collection of internal revenue. It has been frequently 
decided that such regulations have the force of statutes.” 


This pronouncement is much too broad and 
requires qualifications in several particulars. 
It is true that four cases are cited in support of 
the proposition, but a careful examination of 
those cases will show that three of them re- 
lated to regulations of the army and navy de- 
partments, approved by the President, and 
one to.a question of contracts by the Postmaster 
General. Even at that they afford no justifica- 
tion for the unqualified statement given above. 


November, 1923 


It is evident that in the Huttman case the 
court had in mind a regulation of the Commis- 
sioner of Internal Revenue effecting solely 
his subordinates and clearly within the prov- 
ince of administrative procedure. What the 
case really holds is that an officer of the Gov- 
ernment, in the exercise of his duties in carry- 
ing out and enforcing the law of the United 
States, must not be interfered with by any 
other tribunal and that there are departmental 
regulations which for certain purposes may be 
given the force of law. 


In the above cursory review of the subject 
of limitations upon departmental regulations, 
not many definite restrictions are noted, but 
the decisions of the highest courts seem to sup- 
port the following conclusions: 


First—Congress cannot confer legislative 
power upon executive or administrative offi- 
cials. 


Second—The officers entrusted with the ad- 
ministration of a revenue law cannot make 
valid rules or regulations which would oper- 
ate in the least degree to alter, amend, modify 
or add to the express terms of the law. 

T hird—The interpretation and construction 
of the law is a judicial function, and while it 
may be necessary for the administrative offi- 
cial to arrive at a tentative interpretation for 
his own purposes, such interpretation does not 
become final or conclusive until it is approved 
by the higher courts or specifically sanctioned 
by law. 

Fourth—In the construction of doubtful 
provisions of a revenue law, administrative 
officials (as well as the courts) are required 
to construe the law most strongly against the 
Government and in favor of the citizen. 


Expert Accountant: “Before I give you an analysis 
of your books, I must know one thing.” 


“What is that?” 


“Are you making a statement for the Govern- 


Manufacturer: 


E. A.: 


ment or are you floating a new stock issue?” 


—D. A. C. News. 
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Tax Events at Washington 
(Continued from page 20) 


denied enrollment or who has been suspended or dis- 
barred from practice. It is in violation of the regula- 
tions for an enrolled attorney or agent to assist in any 
way or be assisted by an attorney or agent who has been 
denied enrollment or has been suspended or disbarred. 

(g) Any other matter which, in the opinion of the 
Committee on Enrollment and Disbarment, is unfair to 
the taxpayer or to the Treasury Department or interferes 
unduly with the orderly disposition of matters pending 
before the Department. 


With reference to contingent fees the De- 
partment states that while such retainers may 
be proper in some cases, they are not generally 
looked upon with favor and may be the 
grounds of suspension or disbarment. An at- 
torney or agent may at any time be required to 
make a full disclosure as to what inducements, 
if any, were held out to him to procure his em- 
ployment and whether the business is being 
handled on a contingent fee basis. 

Everyone practicing before the Treasury 
Department must make out an affidavit, in 
duplicate, staing whether or not the business in 
which he appears is being handled on a con- 
tingent basis, and, if so, on what terms. Speci- 
fic information giving the names and descrip- 
tions of cases handled on a contingent basis 
must be filed covering all such cases pending 
before the Department. Whenever an addi- 
tional case is taken on a contingent fee basis, 
a further affidavit regarding such case may be 
filed. Where cases are not being handled on 
a contingent fee basis, a general affidavit may 
be filed stating that the practitioner is not 
handling any cases excepting for a fixed com- 
pensation and that he will not handle any 
business before the Department on a conting- 
ent basis without first giving specific notice to 
the Department and complying with the other 
requirements. 
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As a further safeguard to the Government, 
it is provided that a declaration, affidavit, or 
any paper requiring execution or acknowledg- 
ment in connection with any claim, applica- 
tion for reaudit, or other matter before the 
Treasury Department, must be executed or 
acknowledged before an officer who is not 
only authorized to administer oaths for gen- 
eral purposes but who is not interested in the 
prosecution of the claim or other matter to 
which such a declaration, affidavit or paper 
pertains. 

The Committee on Enrollment and Disbar- 
ment is to be composed of six members—the 
Chief Clerk of the Treasury, ex-officio, and 
five other members appointed by the Secre- 
tary of the Treasury, of whom two will be de- 
tailed from the office of the Secretary, two 
from the office of the Commissioner of In- 
ternal Revenue and one from the Division of 
Customs. 


New Tax Legislation Predicted 
(Continued from page 19) 


in sight is likely to be absorbed by at least two measures 
which will be strongly urged in the next Congress. 

The Ways and Means Committee will receive at the 
next session a report of a board composed of Treasury 
officials connected with the Internal Revenue Department 
recommending what charges may be made in the interest 
of simplicity and clearness, and also in the way of pro- 
tecting the Government from evasion of taxation. Mr. 
Green stated that he has reason to anticipate that the 
Ways and Means Committee will act promptly thereon 
and will report to Congress a bill embodying such of the 
recommendations made by this board as meet with the 
approval of the Committee. 

Opposition to any tax legislation at the next session 
is expected to come from those who fear that any move 
in that direction will tie up the whole legislative program 
and may lead to the ascendancy of legislators who approve 
of radical tax measures. 
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Value of Land Received By 
Factory as a Site Held Taxable 
Income 


TS recent ruling of the Committee on 
Appeals and Review sustaining the action 
of the Income Tax Unit in holding that the 
fair market value of land conveyed by a city 
for a factory site was taxable income to the 
manufacturing company is of special interest 
in connection with the financing of new enter- 
prises. 


The manufacturing company to which-the 
decision applied took the position that the 
value of the property received was an outright 
gift and hence not taxable; that it was not a 
consideration moving to the company and sup- 
porting any contract; and that it was entirely 
a capital transaction and not one of income. 


The Committee on Appeals and Review, 
after investigating all the circumstances, was 
of the opinion that the transfer of land in ques- 
tion did not represent a free and voluntary 
gift or donation without consideration from 
the company. It was found that a formal con- 
tract was entered into wherein the donor 
agreed to furnish the manufacturing company 
a deed and the latter agreed to build a plant 
for the manufacture and sale of its products. 
The committee considered the transaction one 
of income and not of capital on the grounds 
that there was no outlay of capital in return 
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for the land, and that the site was acquired as 
the consideration for the performance of a cer- 
tain act. The land was held to be income for 
the year received and taxable on its fair mar- 
ket value at the time of receipt. 
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